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Students’ Department
Edited by H. A. Finney.
INSTITUTE EXAMINATIONS

[Note—The fact that these solutions appear in The Journal of
Accountancy should not lead the reader to assume that they are the
official solutions of the American Institute of Accountants. They merely
represent the personal opinion of the editor of the Students’ Department.]

AMERICAN INSTITUTE OF ACCOUNTANTS

Examination

in

Accounting Theory and Practice—Part I

November 16, 1922, 1 P. M.

to

6 P. M.

The candidate must answer the first three questions and any two other
questions.

No. 1 (23 points) :
Following is the balance-sheet of the Olympic Manufacturing Com
pany at August 31, 1922:

Assets
Fixed Assets:
Land and buildings:
Land ............................................................. $8,000.00 ...............................
Buildings ...................................... $30,000.00
Less reserve for depreciation ... 6,000.00 24,000.00 ..............................
---------- -----------$32,000.00
Plant and equipment .................................................... 24,500.00
Goodwill ......................................................................... 10,000.00 .............
---------- $66,500.00
Permanent Investments:
Stock of the Oak Knoll Co. (80%) .............................. 45,000.00 .............
Advances to Oak Knoll Company
15,000.00 .............
(Unsecured) ...................................................
---------- $60,000.00
Current Assets:
Inventories:
Finished goods ........................................... 12,000.00
Goods in process ............................................
7,500.00
Raw material .................................................
5,000.00
24,500.00
6,000.00 .............
Notes receivable .............................................................
Accrued interest on notes
90.00 .............
receivable .........................................................
Accounts receivable .................................... 28,400.00
Less reserve for bad debts ......................
250.00
28,150.66
625.00 .............
Cash ...............................................................................
---------- $59,365.00
Deferred Charges:
165.00 .............
Manufacturing supplies ..............................................
300.00 .............
Prepaid advertising .....................................................
---------465.00
$186,330.00
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Liabilities
Fixed Liabilities:
Mortgage on land & buildings........................................................ $15,000.00

Current Liabilities:
Notes payable .................................................................$40,000.00 .............
Accounts payable ......................................................... 35,000.00 .............
Accrued wages ..............................................................
700.00 .............
Accrued taxes ..............................................................
140.00 .............
Accrued interest on mortgage.....................................
150.00 .............
Accrued interest on notespayable...............................
250.00 .............
-----------$76,240.00
Capital:
Capital stock ................................................................
Surplus ...........................................................................
Reserve for working capital ......................................

50,000.00 .............
35,090.00 .............
10,000.00 .............
-----------$95,090.00
$186,330.00

The Oak Knoll Company has gone into the hands of a receiver with
prospects of paying its creditors at the rate of thirty cents on the dollar.
The Olympic Manufacturing Company is thereby embarrassed financially,
and its creditors call for a statement of affairs and a deficiency account,
which you are asked to prepare.
Additional Information as to Asset Values, Etc.

Estimated
Value
$10,000.00
17,500.00
15,000.00
9,000.00
8,000.00
4,500.00

Land ................................................................
Buildings .........................................................
Plant and equipment .....................................
Finished goods ................................................
Goods in process .............................................
Raw material .......... .......................................
Notes receivable and interest—all good
Accounts receivable
$13,000.00 13,000.00
Good .........................................................
8,000.00 5,000.00
Doubtful ....................................................
7,400.00
Bad .............................................................

28,400.00
Cash ..................................................................
Deferred charges—no value.

625.00

The notes-payable account represents four notes, as follows:
Note for $3,000.00 with accrued interest of $50.00 secured by notes
receivable of $4,000.00 on which $40.00 interest has accrued.
Note for $25,000.00 with accrued interest of $200.00. The holder of
this note also holds the Oak Knoll stock as collateral.
Note for $8,000.00 secured by notes receivable of $1,000.00 on which
$30.00 interest has accrued, and by warehouse receipts for raw
material having a book value of $4,000.00 and an estimated realiz
able value of $3,800.00.
Note for $4,000.00 unsecured.
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Solution:

(Left side of statement)
The Olympic Manufacturing Company
STATEMENT OF AFFAIRS

August 31, 1922

Book
value

Assets

Expected
to realize

Assets pledged with fully secured creditors:
$8,000 Land—estimated value ........................................ $10,000
24,000 Buildings (cost $30,000 less dep’n. $6,000)
estimated value ....................... 17,500
Total........................................................... 27,500
Deduct mortgage and interest—per contra 15,150
--------- $12,350
4,000 Notesreceivable—estimated value ....................
4,000
40 Interest on notes receivable—estimated value ..
40
Total .....................................
4,040
Less notes payable and interest—per
contra ................................................... 3,050
--------990
Assets pledged with partially secured creditors:
1,000 Notes receivable—estimated value......................
1,000
30 Interest on notes receivable—estimated value ..
30
4,000 Raw material—estimated value .........................
3,800

24,500
10,000
45,000
15,000
12,000
7,500
1,000
1,000
20
28,150

625
165
300

Total—deducted contra ...........................
4,830
Free assets:
Plant and equipment ..........................................
Goodwill—no value
Stock of Oak Knoll Company—no value
Advances to Oak Knoll Company ....................
Finished goods ...................................................
Goods in process ...............................................
Raw material ......................................................
Notes receivable ....................
Interest accrued on notes receivable ................
Accounts receivable:
$13,000 good ....................................................
8,000 doubtful .............................................
7,400 bad
28,400
250 reserve for bad debts
28,150 net book value
Cash ......................................................................
Manufacturing supplies
Prepaid advertising
Total free assets .............................................
Deduct preferred claims—per contra:
Wages .................................................
700
Taxes ........................................................
140
--------Net free assets ...............................................
Deficiency to creditors ..................................

$186,330
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15,000
4,500
9,000
3,000
700
1,000
20

13,000
5,000

625

65,185

840
64,345
3,025
$67,370
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Book
value

Liabilities

(Right side of statement)
Expected
to rank

Preferred liabilities:
$700 Accrued wages—deducted contra
140 Accrued taxes—deducted contra
Fully secured liabilities:
15,000 Mortgage on land and buildings ....................... $15,000
150 Accrued interest on mortgage ..........................
150
Total—deducted contra ......................... 15,150

3,000
50

8,000

25,000
200
4,000
35,000
50,000
35,090
10,000

Notes payable .....................................................
3,000
Accrued interest ..................................................
50
Total—deducted contra ...........................
3,050
Partially secured liabilities:
Notes payable ......................................................
8,000
Less notes receivable, interest and raw
material—per contra ................. 4,830
--------Unsecured liabilities:
Notes payable.......................................................
Accrued interest ..................................................
(Holder of note also holds worthless Oak
Knoll stock)
Notes payable.......................................................
Accounts payable ................................................
Capital:
Capital stock
Surplus
Reserve for working capital

$186,330

$3,170
25,000
200

4,000
35,000

$67,370
The Olympic Manufacturing Company
DEFICIENCY ACCOUNT

August 31, 1922
Estimated gain:
Estimated lossin excess of reserves:
Buildings
...................
$6,500
Land ...........................
$2,000
Plant andequipment ..
9,500 Estimated loss on realiza
tion ......................
98,115
Goodwill .......................
10,000
Stock of Oak Knoll
Company .................... 45,000
$100,115
Advances to Oak Knoll
Company ....................
10,500
Finished goods .............
3,000
Goods in process .........
4,500
Raw material................
500
Accounts receivable ...
10,150 Estimated loss to stockholders:
Capital stock .. $50,000
Manufacturing supplies.
165
Surplus ....... 35,090
Prepaid advertising ....
300
Working capital
$100,115
reserve ....... 10,000
--------95,090
3,025
Estimated loss—down .... $98,115 Deficiency to creditors ..
$98,115

$98,115
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No. 2 (16 points) :

Following are the balance-sheets of the Alhambra Trading Company
at stated dates:

Assets
Land ................................................................
Building ...........................................................
Delivery equipment .......................................
Store fixtures ..................................................
Merchandise inventory ..................................
Accounts receivable .......................................
Notes receivable .............................................
Cash ..........................................

Dec. 31 Dec. 31
1920
1921
$3,000.00 $4,000.00
6,000.00 7,500.00
900.00
700.00
1,200.00 1,250.00
7,500.00 8,650.00
3,200.00 2,400.00
800.00
750.00
675.00
405.00
$23,275.00 $25,655.00

Liabilities
Mortgage notes ..............................................
Accounts payable .............................................
Reserve for depreciation—building .............
Capital stock ..................................................
Surplus .............................................................

$4,000.00 $3,000.00
7,320.00 6,135.00
600.00
750.00
10,000.00 12,000.00
1,355.00 3,770.00

$23,275.00 $25,655.00

The statement of surplus appears as follows:
Balance—December 31, 1920 .................................... $1,355.00
Add:
Write up of land .............................................. 1,000.00
Net profit for theyear........................................
2,915.00
Total ..............................
Deduct: Stock dividend ................................
Cash dividend ..................................

$5,270.00
$500.00
1,000.00 $1,500.00

Balance: December 31, 1921............................

$3,770.00

Depreciation was provided during the year as follows:
Building (credited to reserve) .......................................
Delivery equipment (asset written down).....................
Store fixtures (asset written down)..............................

$400.00
300.00
200.00

A new roof was put on the building and other extraordinary repairs
were made at a total cost of $250.00 and charged to the reserve for
depreciation.
The mortgage notes are due serially, in annual amounts of $1,000.00.
Prepare a statement of application of funds.
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Solution:

(Exhibit A)

The Alhambra Trading Company
STATEMENT OF APPLICATION OF FUNDS

For the Year Ending December 31, 1921
Funds provided:
By net profits for the year:
Net profit after providing for depreciation............. $2,915
Add provisions for depreciation:
On building ........................................... $400
On delivery equipment .............................
300
On store fixtures.......................................
200
-------900

By issue of capital stock:
Total increase in capital stock .......................... 2,000
Less stock issued as a dividend ..............................
500
-------Total funds provided .......................................................

$3,815

1,500

$5,315

Which were applied as follows:
To additions to fixed assets:
Buildings:
Additions ............................................... $1,500
Extraordinary repairs ..............................
250
-------- $1,750
Delivery equipment ....................................................
100
Store fixtures .............................................................
250
-------- $2,100
To payment of fixed liabilities:
Mortgage notes ....................................................
1,000
To payment of dividends...............................................
1,000
To increase in working capital (Schedule I) ..........
1,215

Total funds applied .........................................................

$5,315
(Schedule I)

The Alhambra Trading Company
SCHEDULE OF WORKING CAPITAL

Dec. 31 Dec. 31
Changes in
1920 1921 working capital
Current assets:
Dec’rse Inc’rse
Merchandise inventory ....................... $7,500 $8,650
$1,150
Accounts receivable ...........................
3,200
2,400 $800
Notes receivable ..................................
800
750
50
Cash ......................................................
675
405
270

Total currentassets .....................

Current liabilities:
Accounts payable ........................

7,320

Working capital .........................................
Increase in working capital.....................
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12,175

$4,855

12,205
6,135

1,185

$6,070

1,215
$2,335 $2,335
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NOTES ON ADDITIONS TO FIXED ASSETS

Delivery equipment:
Balance—end of 1921 ...............................................
Balance—end of 1920 ......................................................
Less depreciation written off .........................................

$700
$900
300
-------600

Additions charged to asset account...............................

Store fixtures:
Balance—end of 1921 ......................................................
Balance—end of 1920 ......................................................
Less depreciation written off.........................................
Additions charged to asset account...............................

$100
$1,250
$1,200
200
--------

1,000
$250

No. 3 (17 points) :
A and B entered into partnership on April 1, 1922, investing $20,000
and $10,000 respectively. It was agreed that each partner should have
the privilege of withdrawing $200.00 per month; these amounts were to
be considered salaries and treated as an expense of the business. If
either partner drew more than $200.00 during any month the excess
over $200.00 was to be charged to his capital account at the end of the
month. If he drew less than $200.00 the difference was to be credited
to his capital account. Profits were to be divided in the average capital
ratio.
At September 30, 1922, the business was sold for $30,000 and you
are asked to determine how this money should be divided. The capital
accounts of the two partners appear as follows:
“A”

May 31....................... $ 50.00
August 31 .................. 200.00

April 1 .................... $20,000.00
April 30 ................
100.00
June 30 ................
200.00
July 31 ..................
150.00
September 30 ............
50.00
“B”

April 30 ...................... $100.00
May 31 ...................... 150.00
June 30 ...................... 200.00
August 31.................. 100.00
September 30 .............
75.00

April 1 ...................... $10,000.00
July31 ....................
100.00

All entries in the capital accounts after April 1st represent differ
ences between monthly salaries and actual monthly drawings.
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Solution:
COMPUTATION OF AVERAGE CAPITAL RATIO

A
Credits:

Amount

Date
April 1
April 30
June 30
July 31
Sept. 30

$20,000
100
200
150
50

May 31
Aug. 31

50
200

Time to
Sept. 30
6 mo.
5 ”
3 ”
2 ”
0 ”

Product

$120,000
500
600
300
0

Sum of
products

$121,400

Debits:
4
1

"
"

200
200

400
$121,000
B
Credits:

April 1
July 31

10,000
100

6 mo.
2 99

$60,000
200

$60,200

Debits:

April 30
May 31
June 30
Aug. 31
Sept. 30

100
150
200
100
75

5
4
3
1
0

99
99

99

500
600
600
100
0

1,800

$58,400
RATIO FOR DIVISION OF PROFITS

A—1210/1794
B— 584/1794
COMPUTATION OF PROFIT FOR SIX MONTHS

The business was sold for ...................................................................$30,000
Prior to the sale and prior to the ascertaining of
profits, the capital accounts had the following balances:
A .............................................................................. $20,250
B ..............................................................................
9,475
--------Net profit oh operations and sale of business....................

Divided as follows:
A—1210/1794 .........................................................
B— 584/1794 .........................................................

$275

$185.48
89.52
$275.00
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statement of partners' capital accounts

April 1, 1922 to September 30, 1922
B
Total
A
Original investments ............................. $20,000.00 $10,000.00 $30,000.00
500.00
100.00
600.00
Add undrawn salaries credited to capitals

Total .......................................................
Deduct drawings in excess of salaries ..

20,500.00
250.00

10,100.00
625.00

30,600.00
875.00

Capitals before ascertaining profits ....
Add profits ...... ......................................

20,250.00
185.48

9,475.00
89.52

29,725.00
275.00

Balances paid in cash ...........................

$20,435.48

$9,564.52 $30,000.00

No. 4 (22 points) :
On January 1, 1922, a concern dealing in a single commodity, had
an inventory of merchandise which cost $20,000.00. The goods were
marked to sell at 125% of cost and all subsequent purchases during the
six months ending June 30, 1922, were marked at the same rate.
The selling price of the inventory at June 30, 1922, was $24,000.00.
Purchases and sales by months were:
Purchases
Sales
(cost)
(selling price)
January ............................. $8,000.00
$9,000.00
February ...........................
9,000.00
9,500.00
March................................ 14,000.00
12,000.00
April.................................. 16,000.00
18,000.00
May.................................... 13,000.00
22,000.00
June .................................. 10,000.00
18,000.00

Compute estimated inventories at cost price at the end of each of
the six months.
Compute the rate of turnover for the six months’ period using,
(a) the January 1st and June 30th inventories.
(b) all of the inventories.
State which method gives the more accurate results.

Solution:
computation of monthly inventories
Inventory at January 1 ......................................... $20,000
Add purchases for January..................................
8,000
Total ................................................................
28,000
Deduct cost of sales: $9,000 ÷125% ................
7,200
Inventory, January 31 ...........................................
20,800
Add purchases for February................................
9,000
Total ................................................................
29,800
Deduct cost of sales: $9,500 ÷125% .................
7,600
Inventory, February 28 .........................................
22,200
Add purchases for March......................................
14,000
Total ................................................................. 36,200
Deduct cost of sales: $12,000 ÷125%.................
9,600
Inventory, March 31 .............................................
26,600
Add purchases for April ......................................
16,000
Total ................................................................. 42,600
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Total brought forward .........................................
Deduct cost of sales: $18,000 ÷ 125%................
Inventory, April 30 ................................................
Add purchases for May .......................................
Total ................................................................
Deduct cost of sales: $22,000 ÷ 125%................
Inventory, May 31 ................
Add purchases for June .......................................
Total ................................................................
Deduct cost of sales: $18,000 ÷ 125%................
Inventory, June 30 ................................................

$42,600
14,400
28,200
13,000
41,200
17,600
23,600
10,000
33,600
14,400
$19,200

The final inventory, and hence the entire computation, can be
checked by dividing $24,000 (the selling price of the June 30th inventory)
by 125%, obtaining $19,200.
COMPUTATION OF RATE OF TURNOVER

(Using average of January 1 and June 30 inventories)
Average inventory:
Inventory—January 1(cost) ......................
$20,000
Inventory—June 30(cost) .............................
19,200
Total ...............................................................

39,200

Average .........................................................

$19,600

Cost of Sales:
Inventory—January 1 .................................
Add purchases for six months ..................

$20,000
70,000

Total ......................................................................
Deduct inventory—June 30 ...............................

90,000
19,200

Cost of sales.........................................................

$70,800

Then 70,800 ÷ 19,600 = 3.61 turnovers in six months.
COMPUTATION OF RATE OF TURNOVER

Using all inventories
Inventory—January 1 ...........................................
”
—January 31 ..........................................
”
—February 28 ......................................
”
—March 31 ............................................
”
—April 30 ..............................................
—May 31 ...............................................
”
—June 30 ...............................................
Total ......................................................................

$20,000
20,800
22,200
26,600
28,200
23,600
19,200

$160,600

Average (1/7) ......................................................... $22,943
Then 70,800 (cost of sales) ÷ 22,943 = 3.09 turnovers in six months.

The second computation of the turnover rate is more accurate than
the first because of the larger number of inventories taken into consider
ation in determining the average investment in stock. Using only the
opening and closing inventories, it appears that the average investment
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was less than $20,000, although the inventories during the six months
were considerably in excess of that amount.
Since the first computation uses an average inventory which is
smaller than the actual average, the computation results in a turnover
rate higher than the actual rate.
The method of estimating inventories used in this solution can be
applied only when there is good reason to believe that the rate of gross
profit on sales has remained uniform, or nearly uniform, during the
period.
No. 5 (22 points) :
A corporation issues $500,000 of stock and $300,000 of bonds, and
purchases a mine at a cost of $400,000. Careful estimates indicate that
the mine contains 2,000,000 tons of ore, and the operating charge for
depletion is computed on the basis of this tonnage, calculated at 20
cents per ton.
The officers of the company, after considering the possibility of an
over-estimate in the tonnage, decide to create an additional reserve at
the rate of five cents per ton mined. This conservative provision is not
to affect the operating profits.
The agreement with the bondholders provides that annual sinkingfund contributions shall be made at the rate of thirty cents per ton
mined during the year, and that a sinking fund reserve shall be created
on the same basis.
At the close of the first year, and before making any of the reserve
provisions indicated above, the profit-and-loss account shows a credit
balance of $165,000. No consideration has been given to depletion. The
quantities mined may be tabulated as follows:
Sold .................................... 200,000 tons
Inventory ..............................
40,000 “
Used in operations.............
10,000 “

Total mined.......................

250,000 “

Contributions totaling $50,000 have been made to the sinking-fund
trustee.
Make journal entries to close the profit-and-loss account, and to set
up the reserves.
Set out all known facts in balance-sheet form.
State what amount is legally available for dividends.

Solution:
Profit-and-loss ..................................................................
Inventory .........................................................................
Reserve for depletion................................
To provide depletion on tonnage mined, as
follows:
200,000 tons sold—depletion at 20 cents
per ton .................................... $40,000
10,000 tons used in operation ...........
2,000

$42,000
8,000

$50,000

Total charge to profit-and-loss 42,000
40,000 tons in inventory ................
8,000

250,000 Total tons mined and total
depletion .............. $50,000
Profit-and-loss ..................................................................
Surplus .......................................................
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To transfer net gain to surplus ($165,000 — $42,000)
Surplus ................................................
12,500
Surplus reserved for possible under
depletion ........................................
12,500
Conservative additional provision of 5¢ per
ton mined.
Surplus .............................................................................
75,000
Surplus appropriated for sinking fund ...
75,000
To appropriate surplus in accordance with
the provisions of the mortgage, requiring
the creating of a sinking-fund reserve
at the rate of 30 cents per ton mined.
Partial Balance-Sheet
Assets
Mine ..................................................................................
Less reserve for depletion ......................................

$400,000
50,000
----------- $350,000

Inventory:
Mining cost (not stated) .........................................
Depletion charge ......................................................

?
8,000

?

50,000

Sinking fund ....................................................................
Liabilities
Bonds payable .......................................................
Capital stock ....................................................................
Surplus:
Reserved for possible under-depletion ..................
Appropriated for sinking fund................................
Free ...........................................................................

$300,000
500,000

$12,500
75,000
35,500
--------123,000
A corporation exploiting a wasting asset can legally declare dividends
equal to its free surplus and its depletion reserve. Hence the company
can pay dividends equal to:
Free surplus ........................................................... $35,500
Depletion reserve ..................................................
50,000
Surplus reserved for possible under-estimate
of depletion...............................................
12,500

Total .......................................................................

$98,000

Actuarial
No. 6 (22 points) :
Fred Humiston left a will in which he directed that the income
from his estate should be paid to his widow and that the principal should
be held in trust for a grandson. He also stipulated that the corpus
should not be impaired by the purchase of bonds by the trustee at a pre
mium and directed that such premiums paid by the trustee should be
amortized.
Humiston died on April 1, 1920. The estate contained five $1,000
bonds of the XYZ Company, bearing 6% interest payable July 1st and
January 1st. The bonds were due on July 1, 1925, and were inventoried
at 104½.
On July 1, 1920, the trustee purchased five more of the same bonds
on a 5% basis.
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Compute the price paid by the trustee for the bonds. The present
value of $1 due 10 periods hence at 2½% is $.781198402.
Prepare a statement showing the income payable to the widow on
July 1, 1920, January 1, 1921, and July 1, 1921.
Solution:
COMPUTATION OF PRICE PAID BY TRUSTEE

Nominal rate on par:
3% of $5,000 ..........................................
Effective rate on par:
2½% of $5,000 ......................................

$150.00
125.00

Difference ................................................................

$25.00

Present value of 1 at 2½% due in 10
periods
= .781198402
Compound discount
= .218801598
Present value of annuity of 1 for 10
periods at 2½% = .218801598 + .025 =8.75206392
Premium = $25.00 x 8.75206392 = $218.80
Par ........................................................................ $5,000.00
Add premium ......................................................
218.80
Price paid by trustee .........................................

$5,218.80

In determining the amount of income to pay to the widow, the
premium on the bonds left by the decedent is not to be amortized. This
is in accordance with the law, and no direction to the contrary was
set out in the will. Therefore the widow will receive all interest earned
on the five bonds left as part of the estate, without amortization of
premium.
At July 1, 1920:
Interest for 3 months at 6% on $5,000 ...
At January 1, 1921 .............................................
At July 1, 1921 ....................................................

$75.00
150.00
150.00

The following table shows the amortization of premium on the bonds
purchased by the trustee, at the two dates required by the problem:

Cost, July 1, 1920 ................................................ $5,218.80
January 1, 1921:
Coupons .................................. $150.00
Income: 2½% of $5,218.80 ...........
130.47

Premium amortized ......................

19.53

Carrying value...............................

5,199.27

July 1, 1921:
Coupons .........................................
Income: 2½% of $5,199.27 .........
Carrying value ..............................
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Summary of Income
On bonds
left by
decedent
July, 1920 ...............
$75.00
January 1, 1921 ....
150.00
July 1, 1921 ...........
150.00

On bonds
purchased

Total

$130.47
129.98

$75.00
280.47
279.98

Touche, Niven & Company announce the amalgamation of their
practice and that of Edwin H. Wagner & Company of St. Louis and
the admission of Edwin H. Wagner to the firm. The St. Louis office
has been removed to the Arcade Building.

Touche, Niven & Co. announce the admission to partnership of
C. A. H. Narlian.
Nathaniel Miller announces the removal of his office to 1465 Broad
way, New York.

Louis Kadison announces the removal of his office to 233 Broadway,
New York.
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